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The World Economy 
M o n e t a r y c o n t r o v e r s i e s e n l i v e n 
d i s c u s s i o n s a b o u t t h e s t a t e of 
t h e wor ld economy a t t h e p r e s e n t 
t i m e . F i r s t , t h e r e i s t h e 
q u e s t i o n of n o m i n a l i n t e r e s t 
r a t e s , which a r e a t h i s t o r i c a l l y 
h i g h l e v e l s i n m o s t o f t h e 
i n d u s t r i a l i s e d c o u n t r i e s . Some 
p o l i t i c i a n s i n European c o u n t r i e s 
h a v e i m p l i e d t h a t t h e U n i t e d 
S t a t e s i s t o b l a m e f o r t h i s 
s i t u a t i o n , a n d t h a t o t h e r 
a d v a n c e d c o u n t r i e s h a v e b e e n 
f o r c e d t o r a i s e t h e i r own r a t e s 
o f i n t e r e s t i n o r d e r t o 
d i s c o u r a g e o u t f l o w s of c a p i t a l . 
W h i l e i t i s c e r t a i n l y t r u e t h a t 
h i g h US i n t e r e s t r a t e s can be 
a t t r i b u t e d t o a c o m b i n a t i o n of 
m o n e t a r y and f i s c a l p o l i c i e s i n 
t h a t c o u n t r y , i t i s n o t a t a l l 
o b v i o u s t h a t o t h e r c o u n t r i e s a r e 
c o m p e l l e d t o f o l l o w s u i t . On 
t h e c o n t r a r y , i t i s c l e a r t h a t 
r e c e n t i n c r e a s e s i n i n t e r e s t 
r a t e s h a v e b e e n p r o m p t e d by 
d o m e s t i c c o n s i d e r a t i o n s a s w e l l 
a s by a d e s i r e t o d e f e n d a 
p a r t i c u l a r exchange r a t e . 
I t i s t h e o f f i c i a l v i e w of t h e US 
T r e a s u r y , e x p r e s s e d a t t h e r e c e n t 
a n n u a l m e e t i n g s o f t h e 
I n t e r n a t i o n a l M o n e t a r y Fund and 
t h e World Bank t h a t c u r r e n t wor ld 
i n f l a t i o n a r y c o n d i t i o n s " m i r r o r 
an e x c e s s of w o r l d l i q u i d i t y " . 
F o r t h i s r e a s o n , t h e US i s 
a f u r t h e r a l l o c a t i o n of S p e c i a l D r a w i n g R i g h t s . On t h e o t h e r 
of t h e p o o r e r c o u n t r i e s of t h e w o r l d a r e l o o k i n g f o r f u r t h e r 
' l i q u i d i t y ' t o pay t h e i r o i l and d e b t s e r v i c e b i l l s . An e v i d e n t s o l u t i o n 
i s t o c h a n g e t h e e x i s t i n g r u l e s f o r d i s t r i b u t i n g SDRs b a s e d on IMF q u o t a s so 
t h a t t h e n e e d i e s t n a t i o n s would g e t t h e l a r g e s t s h a r e s , w h i l e k e e p i n g down 
t h e t o t a l s i z e of t h e a l l o c a t i o n . To do t h i s , h o w e v e r , wou ld r e q u i r e an 
e x p l i c i t l y p o l i t i c a l c o n c e s s i o n , n o t on ly on t h e p a r t of t h e i n d u s t r i a l i s e d 
c o u n t r i e s , b u t a l s o on t h e p a r t of t h e o i l - p r o d u c i n g d e v e l o p i n g c o u n t r i e s . 
o p p o s e d t o 
hand some 
I n t h e U n i t e d S t a t e s t h e o v e r a l l o u t l o o k f o r t h e economy i n t h e n e x t s i x 
months i s one of a c o n t i n u i n g s t a n d s t i l l . The c o m p o s i t e index of l e a d i n g 
i n d i c a t o r s h a s d e c l i n e d f i v e t i m e s and r i s e n t h r e e t i m e s in t h e f i r s t e i g h t 
months of 1 9 8 l . U n d o u b t e d l y , an i m p o r t a n t f a c t o r i n t h i s s i t u a t i o n i s t h e 
c o n t i n u i n g t i g h t money p o l i c y p u r s u e d by t h e F e d e r a l R e s e r v e B o a r d . The 
T r e a s u r y i s s h o w i n g s i g n s of n e r v o u s n e s s t h a t t h i s p o l i c y m i g h t be t o o 
r e s t r i c t i v e , t h u s p r e j u d i c i n g t h e g r o w t h of more t han 5% in r e a l GDP which 
i s o f f i c i a l l y hoped f o r i n 1 9 8 2 . Even a m o n g s t t h e P r e s i d e n t ' s own 
s u p p o r t e r s i n t h e S e n a t e t h e r e i s v e r y c o n s i d e r a b l e s c e p t i c i s m t h a t t h e 1982 
budge t d e f i c i t can be k e p t t o i t s p l a n n e d l i m i t s . I n d e e d , t h e P r e s i d e n t has 
j u s t s i g n e d a B i l l r a i s i n g t h e F e d e r a l Gove rnmen t ' s b o r r o w i n g a u t h o r i t y t o 
more t h a n $ l , 0 0 0 m , f o r t h e f i r s t t i m e i n h i s t o r y . T h i s y e a r g o v e r n m e n t 
b o r r o w i n g a b s o r b e d a b o u t h a l f of a l l n e t new s a v i n g i n t h e U n i t e d S t a t e s . 
The c u r r e n t r a t e of i n f l a t i o n i s b e t w e e n 8% and 9%, w h i l e e a r n i n g s a r e 
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g r o w i n g a t b e t w e e n 9? and 1 0 ? . In S e p t e m b e r , t h e r a t e of unemployment r o s e 
t o 7 . 5 ? . 
The w o r l d ' s mos t e n e r g y d e f i c i e n t i n d u s t r i a l i s e d c o u n t r y , J a p a n , h a s managed 
t o r e s t o r e s u r p l u s t o i t s b a l a n c e of p a y m e n t s and s t a b i l i t y t o i t s d o m e s t i c 
p r i c e i n d e x w i t h i n e i g h t e e n m o n t h s of t h e d o u b l i n g of w o r l d o i l p r i c e s . 
One of t h e m a j o r s o u r c e s of demand d u r i n g t h i s p e r i o d h a s b e e n t h e r a t e of 
g rowth of e x p o r t s . In t h e f i r s t q u a r t e r of 1981 e x p o r t s have c o n t i n u e d t o 
r i s e s h a r p l y so t h a t t h e c u r r e n t a c c o u n t b a l a n c e of p a y m e n t s moved i n t o 
s u r p l u s . The g o v e r n m e n t ' s e c o n o m i c p l a n n i n g a g e n c y i s now l o o k i n g t o 
d o m e s t i c demand t o be t h e m a j o r s o u r c e of g r o w t h f o r r e a l o u t p u t w h i c h i t 
e n v i s a g e s w i l l i n c r e a s e by more t h a n 5? i n t h e t w e l v e m o n t h p e r i o d f rom 
A p r i l 1 9 8 1 . Should t h e r e no t be a s p o n t a n e o u s r e v i v a l in consumer demand 
and i n d o m e s t i c i n v e s t m e n t , t h e r e i s o n l y l i m i t e d s c o p e f o r f u r t h e r 
i n c r e a s e s i n e x p o r t s , t h i s l i m i t b e i n g p r o v i d e d by t h e h e i g h t e n e d 
s e n s i t i v i t y of t h e o t h e r advanced c o u n t r i e s t o t h e f u r t h e r e r o s i o n of t h e i r 
d o m e s t i c m a r k e t s . 
In West Germany, t h e l a t e s t a v a i l a b l e s t a t i s t i c s show l i t t l e i n d i c a t i o n t h a t 
t h e r e c e s s i o n i s coming t o an end . However, t h e g o v e r n m e n t has s i g n a l l e d 
i t s c o n f i d e n c e t h a t t h e w o r s t may be ove r by r e v a l u i n g t h e mark w i t h i n t h e 
EMS, and by l o w e r i n g t h e o f f i c i a l s h o r t t e r m i n t e r e s t r a t e f rom 12% t o 1 1 ? . 
In t h e f i r s t s i x m o n t h s of t h i s y e a r GNP f e l l by 1.5% and i n d u s t r i a l 
p r o d u c t i o n i n A u g u s t was b e l o w t h e l e v e l of p r o d u c t i o n i n A u g u s t 1 9 8 0 . 
R e a l c o n s u m e r s p e n d i n g i n 1 9 8 l i s l i k e l y t o f a l l f o r t h e f i r s t t i m e s i n c e 
t h e War , and new d o m e s t i c i n d u s t r i a l o r d e r s h a v e b e e n f l a t f o r t w e l v e 
m o n t h s . The a n n u a l r a t e of i n f l a t i o n i s some 6%, and i t i s hoped t h a t a 
r i s i n g mark w i l l have b e n e f i c i a l e f f e c t s on i m p o r t p r i c e s . More w o r r y i n g 
a r e t h e o f f i c i a l p r o j e c t i o n s which show t h a t unemployment m igh t r i s e from 
i t s p r e s e n t r a t e of 5 . 5 ? t o 7.5% i n 1 9 8 2 , t h e p r o p o r t i o n b e i n g e v e n h i g h e r 
amongst t h e y o u n g e r g e n e r a t i o n . 
F o l l o w i n g t h e 8 .5? d e v a l u a t i o n of t h e f r a n c a g a i n s t t h e m a r k , t h e new 
g o v e r n m e n t i n F r a n c e h a s a d o p t e d a n u m b e r of m e a s u r e s i n p u r s u i t of i t s 
o b j e c t i v e of l o w e r i n g t h e r a t e of i n f l a t i o n f rom i t s p r e s e n t 14? t o 1 0 ? i n 
1 9 8 2 . T h e s e m e a s u r e s i n c l u d e p r i c e f r e e z e s on a r a n g e of p o l i t i c a l l y 
s e n s i t i v e g o o d s , a s w e l l a s a f r e e z e on p l a n n e d i n c r e a s e s i n p u b l i c 
i n v e s t m e n t . However , s i n c e t h e p r i c e f r e e z e s a r e on ly t e m p o r a r y , and s i n c e 
t o t a l gove rnmen t e x p e n d i t u r e n e x t y e a r i s p l a n n e d t o r i s e by some 2 7 ? , t h e r e 
m u s t be some d o u b t s a s t o w h e t h e r t h e s e m e a s u r e s by t h e m s e l v e s w i l l be 
s u c c e s s f u l i n r e d u c i n g t h e r a t e of i n f l a t i o n . On t h e p o s i t i v e s i d e , t h e 
t r a d e u n i o n s h a v e so f a r r e s p o n d e d s y m p a t h e t i c a l l y t o t h e g o v e r n m e n t ' s 
r e q u e s t f o r n e g o t i a t i o n s a b o u t v o l u n t a r y wage r e s t r a i n t , and t h e s h o r t t e rm 
r a t e of i n t e r e s t has been r e d u c e d . 
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The UK 
Economy 
In t h e second q u a r t e r of 1981 t h e 
i n d e x of i n d u s t r i a l p r o d u c t i o n * 
f o r t h e U n i t e d Kingdom was 8? 
b e l o w i t s l e v e l f o r t h e 
c o r r e s p o n d i n g p e r i o d i n 1 9 8 0 . 
T h i s n o t w i t h s t a n d i n g , t h e r e do 
a p p e a r t o be s i g n s t h a t t h e 
b o t t o m of t h e o u t p u t t r o u g h may 
n o w h a v e b e e n r e a c h e d . 
C h e m i c a l s a n d M e t a l s e c t o r s , 
w h o s e p e r f o r m a n c e i s o f t e n 
r e g a r d e d a s a p r e c u r s e r of w h a t 
i s l i k e l y t o o c c u r e l s e w h e r e i n 
t h e e c o n o m y , b o t h e x p e r i e n c e d 
i n c r e a s e s i n p r o d u c t i o n . 
R e m a i n i n g e v i d e n c e , h o w e v e r , 
s u g g e s t s t h a t t h e p r o g n o s t i -
c a t i o n s of t h o s e who b e l i e v e t h e 
w o r s t i s over s h o u l d be t r e a t e d 
w i t h c a u t i o n . C e r t a i n l y , t h e r e 
i s l i t t l e r e a s o n t o b e l i e v e t h a t 
unemployment w i l l no t c o n t i n u e t o 
r i s e a t l e a s t u n t i l t h e a u t u m n of 
1 9 8 2 . I n d e e d , w i t h o u t t h e 
i n t e r v e n t i o n o f g o v e r n m e n t . 
s p o n s o r e d w o r k s c h e m e s , t h e 
r e g i s t e r e d u n e m p l o y e d wou ld be 
n e a r e r t h e 3 , 5 0 0 , 0 0 0 m a r k . 
W h i l e t h e g o o d s m a r k e t may 
t h e r e f o r e s h o w s o m e s i g n s o f 
r e c o v e r y i n c o m i n g m o n t h s , 
c o n d i t i o n s i n t h e l a b o u r m a r k e t 
a r e l i k e l y t o r e m a i n e x t r e m e l y 
d e p r e s s e d . 
S i n c e t h e l a t e s t m i n i s t e r i a l 
c h a n g e s t h e f u t u r e c o u r s e of 
p o l i c y seems more c e r t a i n . The 
d e f e a t of i n f l a t i o n c o n t i n u e s t o 
be t h e major o b j e c t of gove rnmen t 
e f f o r t s and t h e p o l i c y i n s t r u m e n t s t h r o u g h which t h i s i s t o be a c c o m p l i s h e d 
r e m a i n p r i m a r i l y f i n a n c i a l i n n a t u r e . T h i s new f o u n d c o n v i c t i o n of t h e 
T r e a s u r y h a s , i n t h e l a s t month , been m a n i f e s t e d by a two p o i n t r i s e i n t h e 
s t r u c t u r e of s h o r t t e r m i n t e r e s t r a t e s . T h i s move i s m o s t e a s i l y 
u n d e r s t o o d a s one i n t e n d e d t o s u s t a i n t h e i n t e r n a t i o n a l v a l u e of t h e pound. 
With t h e pound d e p r e c i a t i n g in i n t e r n a t i o n a l money m a r k e t s over t h e p a s t few 
months t h e p r o s p e c t of s i n g l e f i g u r e i n f l a t i o n in t h e f o r e s e e a b l e f u t u r e was 
r a p i d l y f a d i n g . In A u g u s t , t h e r e t a i l p r i c e i ndex r o s e 0.6? t o 11.5? w i t h 
an i d e n t i c a l r i s e t a k i n g t h e t a x and p r i c e i n d e x t o 1 4 . 9 ? . W i t h o u t 
c o u n t e r v a i l i n g m e a s u r e s , f u t u r e r i s e s s eemed i n e v i t a b l e . The r i s e i n 
m a n u f a c t u r i n g i n p u t p r i c e s of 25? ( a n n u a l r a t e ) ove r t h e f i r s t h a l f of 1 9 8 1 , 
l a r g e l y due t o t h e i n c r e a s e d d o l l a r c o s t of o i l , was j u s t b e g i n n i n g t o f eed 
t h r o u g h t o p r i c e s in t h e s h o p s . F u r t h e r d e p r e c i a t i o n s in t h e v a l u e of t h e 
pound a g a i n s t t h e mark and o t h e r EMS l i n k e d c u r r e n c i e s i n l a t e summer were 
c e r t a i n t o e x a c e r b a t e t h i s t r e n d . 
T h a t t h e g o v e r n m e n t h a s a g a i n r e s o r t e d t o i n t e r e s t r a t e s m a n i p u l a t i o n s a s 
i t s major weapon in t h e f i g h t a g a i n s t i n f l a t i o n i s u n l i k e l y t o p l e a s e t h o s e 
c r i t i c s w i t h i n t h e ' m o n e t a r i s t ' r a n k s who h a v e l o n g a r g u e d t h e need f o r 
• E x c l u d i n g o i l and g a s . 
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more e l e m e n t a l forms of monetary c o n t r o l . To c o n t r o l t he p r i c e of money 
does not guarantee t h a t i t s supply w i l l respond sympa the t i ca l ly and thereby 
n e u t r a l i s e s i n t e r e s t r a t e s as an i n s t r u m e n t for c o n t r o l l i n g t h e l e v e l of 
domestic a c t i v i t y . More mundane problems, however, preoccupy the CBI, who 
e s t i m a t e t h a t t h e l a t e s t r i s e w i l l add £500m t o t h e i r c o s t s . With 
i n c r e a s e s in mortgage and other c r e d i t charges now in the p i p e l i n e i t seems 
the most i m m e d i a t e impac t of t he i n t e r e s t r a t e changes w i l l be to r a i s e 
fu r t he r the r a t e of i n f l a t i o n . In the longer run (over the next s ix months 
or so) t h e l e v e l of i n f l a t i o n w i l l depend p r i m a r i l y on how o t h e r c o s t 
f a c t o r s a d j u s t t o t he new h i g h e r l e v e l of i n t e r e s t r a t e s . I f r e c e n t 
improvements in p r o d u c t i v i t y per u n i t wage and s a l a r i e s can be maintained 
and the p r i c i n g p o l i c i e s of n a t i o n a l i s e d i n d u s t r i e s ammended to make them 
more s e n s i t i v e to market f o r c e s , then i n f l a t i o n may f a l l to s i n g l e f i gu re s 
sometime next year . I t w i l l a t l e a s t take t h i s t ime for the b e n e f i t s which 
follow from a more s t a b l e exchange r a t e to feed through to r e t a i l p r i c e s . 
The use of i n t e r e s t r a t e p o l i c y to c o n t r o l p r i c e s h a s , e a r l i e r in t h e i r 
term of o f f i c e , proved e f f e c t i v e for t he p r e s e n t government . The c o s t s 
t h i s imposed on t h e d o m e s t i c economy have been w e l l documented in t h i s 
Commentary and e l sewhere . I r o n i c a l l y , with the e l e c t i o n of a government 
pledged t o t i g h t monetary c o n t r o l in the United S t a t e s the use of i n t e r e s t 
r a t e s fo r t h i s purpose i s now more p r o b l e m a t i c . To a c h i e v e any g iven 
exchange r a t e t a r g e t ( i m p l i c i t or e x p l i c i t ) t h e r i s e r e q u i r e d in d o m e s t i c 
i n t e r e s t r a t e s , with high i n t e r e s t r a t e s e lsewhere in the world (4 - 4.5S in 
r e a l t e rms ) , i s now more s u b s t a n t i a l than would have been requi red e ighteen 
months ago. The c o s t s of ' expo r t i ng ' domestic i n f l a t i o n t h e r e f o r e becomes 
t h a t much g r e a t e r . I n d e e d , i f t h e psycho logy i s such t h a t i n t e r e s t r a t e 
r i s e s in one c o u n t r y p rovokes r e a c t i o n e l s e w h e r e , t h e use of t h e exchange 
r a t e to con t ro l the domestic p r i c e l eve l may only succeed in i n h i b i t i n g the 
volume of i n t e r n a t i o n a l t r a d e . With i n t e r n a t i o n a l money m a r k e t s in a 
con t inua l s t a t e of f lux , co-opera t ion between the OECD coun t r i e s i s u rgen t ly 
requi red to r e so lve t h i s d i f f i c u l t y . 
C l e a r l y , t h e r e a r e some a r e a s in which t h e o p e r a t i o n of economic p o l i c y 
could be improved wi thou t i n f l i c t i n g any m a t e r i a l damage on the government's 
own brand of m o n e t a r i s t i d e o l o g y . As a l l u d e d to above , reform of 
n a t i o n a l i s e d i n d u s t r i e s p r i c i n g p o l i c i e s i s one such a r e a . The s t a n d a r d 
remedy for the a l l o c a t i v e i n e f f i c i e n c i e s which a r i s e from monopolies i s to 
s t i p u l a t e a p r i c e fo r t h e i r p r o d u c t which f a i r l y r e f l e c t s t h e i r c o s t s of 
product ion. If t h i s could be achieved by reference to opera t ing p r a c t i c e s 
e lsewhere in the world, for example, then the government could both enhance 
e f f i c i ency wi th in the n a t i o n a l i s e d sec to r and reduce i n f l a t i o n a t the same 
t ime. In r e t u r n , borrowing r e s t r i c t i o n s on n a t i o n a l i s e d i n d u s t r i e s could 
be l i f t e d . S ince f i n a n c i a l m a r k e t s a r e u n l i k e l y t o f i n a n c e u n p r o f i t a b l e 
ventures t h i s should not swel l the publ ic sec to r borrowing requi rement . In 
a d d i t i o n , shor t term governmental borrowing c o n s i d e r a t i o n s should not take 
precedence where p r o j e c t s are ev iden t ly in the na t i ona l economic i n t e r e s t . 
The dec i s ion on the recen t o i l p i p e l i n e proposa ls i s e s p e c i a l l y worrying in 
t h i s r e s p e c t . In the i n t e r n a t i o n a l sphere , announcement of a t a r g e t range 
of exchange r a t e s might a l l e v i a t e u n c e r t a i n t y in f i n a n c i a l markets but i s in 
i t s e l f un l ike ly to remove the problem without some form of agreement between 
the major i n d u s t r i a l i s e d c o u n t r i e s of t he wor ld . The a l t e r n a t i v e s h e r e 
would seem to be e i t h e r to l i nk the value of the pound to the d o l l a r , which 
seems t o be what t h e p r e s e n t government has in mind, or t o j o i n t h e EMS. 
However, these measures cannot be regarded as a s u b s t i t u t e for an e f f e c t i v e 
counter c y c l i c a l f i s c a l po l i cy . Investment in s o c i a l l y p r o f i t a b l e c a p i t a l 
e x p e n d i t u r e programmes need not be i n f l a t i o n a r y s i n c e t he i n c r e a s e d tax 
r e v e n u e s and reduced unemployment b e n e f i t payments which fo l l ow from the 
output and employment generated may be used to o f f s e t the i n i t i a l borrowing 
requi red to f inance the expendi tu re . 
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